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Questions Concerning Current Position

A

B A L A N C E sheet, in order most effectively to serve the many purposes for
which it may be used, must be composed
of items which are properly valued, clearly
described, and intelligently arranged.
This assertion, by dint of much repetition, may seem to have become a mere

platitude. Y e t thereby hang all the law
and the prophets, as it were, covering the
preparation of this important financial
statement.
The necessity for proper valuation of the
various items is obvious. Essential misstatement of the value of an asset or the
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amount of a liability, made either intentionally or through carelessness, may distort the true picture, and serve as the basis
for action which might not be taken i f the
real situation were known. Misleading
information may result from failure to
note on the balance sheet all pertinent facts
concerning financial condition, such as the
existence of contingent liabilities, as well
as from wrongful statement of the amount
of an actual asset or liability.
The question of what is the proper basis
of valuation of the items which compose
the balance sheet has been much discussed.
A large body of our accounting theory is
concerned with this problem. The general
trend of opinion is toward conservatism.
Clear description of each of the items is
likewise essential. Obviously, long and
involved captions usually are undesirable.
The aim should be that of so describing
each asset and liability that any person
who might reasonably be expected to read
the balance sheet will understand readily
the exact nature of the item.
This is particularly applicable in stating
the net worth of corporations. The one
word "surplus" frequently covers a multitude of sins. In many cases the general
value of a corporate balance sheet would
be greatly enhanced if the surplus were
broken down into its constituent elements.
Such is especially desirable in cases where
there is capital stock without par value.
The unsatisfactory provisions of many of
the state laws in this respect—particularly
those requiring stated capital—have given
rise to numerous anomalous situations.
In the case of some assets, which might
properly be valued on more than one basis,
it sometimes is desirable to include in the
balance sheet description a statement of
the basis of valuation used. In balance
sheets prepared by accountants as a part
of an audit report, the description of certain items may be made to comprehend a
brief statement of the extent to which the
items were verified, if limitations have been
placed on the auditors in their work.
The matter of intelligent arrangement of
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the items in a balance sheet probably has
received increasing attention of late. N o
doubt this is due largely to recent advancement in the field of analysis and interpretation of financial data, and to increased
reliance by bankers and others on financial
statements as a basis for credit.
Effective arrangement requires not only
that the various items be listed in a logical
sequence, but also that they be stated and
grouped so that the interrelations which
exist among the different elements are
readily apparent.
Numerous controversies have been
waged over the proper place in the balance
sheet to show various individual items. It
has been debated as to whether reserves
for depreciation should be deducted from
the related assets or shown broad; as to
whether a deficit should be shown on the
asset side or deducted from capital stock;
as to whether treasury stock may be i n cluded among the assets; etc. Statements
prepared by reputable accountants may
be found giving effect to each method.
Probably the chief value of these discussions is that they serve to clear up the
atmosphere somewhat, in bringing about
a fuller realization of the fundamental
principles underlying the preparation of
financial statements.
M u c h of the discussion has centered
around the groups of items known generally as current assets and current liabilities.
Current assets may be taken to include
cash and other assets which will be realized in cash within a short period of
time in the ordinary course of business, and
assets held as temporary investments
which may be converted into cash on short
notice without disrupting the business.
Current liabilities may be described as liabilities, usually incurred in connection with
the purchase of operating supplies and
expenses, which will have to be met within
a short period of time.
The purpose in stating current position
in the balance sheet is to show how much, in
the way of values resting in current assets,
will be available to satisfy the current
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liabilities, and the relative promptness with
which such values will become available.
The adequacy of the amount of current
assets in relation to current liabilities may
be ascertained by comparing the totals of
the two groups. The relative promptness
with which the current assets will become
available may be determined by studying
the individual items which make up this
group.
Leaving aside temporary investments,
current assets normally consist of cash,
receivables, and inventories. Cash, with
the exception of petty cash or working
funds of relatively small amounts, should
consist of free balances or cash items i m mediately available for the payment of
liabilities. Being the most liquid asset,
it rightfully occupies first place among the
current assets.
Accounts receivable from trade debtors
fall next in order of availability. Representing sales of goods i n the ordinary course
of business, they may reasonably be expected to be converted into cash at the
expiration of the credit period. Ordinarily, amounts due from officers and employes, etc., may properly be grouped with
trade accounts receivable in the balance
sheet only when they are insignificant in
amount. They should be shown separately among the current assets, provided
there is reasonable expectation of their
early liquidation. Amounts due from affiliated companies may be listed with current
assets only if they actually represent current items. If they are in reality more or
less permanent in nature, they should be
shown in the balance sheet separately
following current assets.
In order to facilitate determination of
actual current position, receivables should
be shown in the balance sheet at the net
value which, according to the best information available, will probably be realized
therefrom. This means that the reserve
for doubtful accounts ordinarily should be
deducted from the related assets, rather
than listed among the reserves on the liability side of the statement.
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Inventories normally consist of goods in
a raw or semi-finished state, or completed
and available for sale. Usually the item
of inventories in the balance sheet contains
no element of profit. In due course, as
goods are sold, the values resting in the
inventories pass, with an element of profit
added, into accounts receivable, and eventually are converted into cash, and thus
become available for the satisfaction of
current liabilities.
The question recently arose as to whether
a large amount of construction material
might be included in current inventories.
The answer was in the negative. The
values represented by material to be used
in making additions to fixed property would
not quickly pass out of inventories, and
through accounts receivable into cash.
On the other hand, they would be removed
from inventories and capitalized as part
of the investment in fixed property, as construction progressed, and would very slowly
be liquidated into cash, as the concern
recouped itself by means of periodic depreciation charges for the cost of its fixed property. A comparison of current assets with
current liabilities, therefore, in order to
determine the true current position, would
lead to misleading results if the inventories
contained a large amount of construction
material.
Discretion must be used in applying this
rule. The amounts of items such as construction material should be considered
in relation to the total amount of the i n ventories. If they are relatively insignificant, usually there is no harm done in
letting them rest in the inventories. In
cases where it has long been the practice to
include small amounts of construction
material in inventories, a sudden removal
might create suspicion in the minds of
bankers.
A very interesting case bearing on current position recently came to our attention. A certain corporation, engaged in
manufacturing, had inventories amounting
to approximately four million dollars. A
part of the goods in the inventories was to
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be required for the fulfilment of sales contracts already entered into, on which the
company would suffer a loss of nearly a
million dollars. A reserve of a million dollars had been set up to provide for the loss.
The problem was as to the proper way to
set forth this situation in the balance sheet.
Officials of the company were of the
opinion that every purpose would be
served by calling the reserve a "Reserve
for general contingencies," and showing
it among the reserves on the liability side
of the balance sheet. They pointed out
that every requirement for protecting the
interests of creditors had been met by the
creation of the reserve, whereby the company had pledged itself not to use profits
to the extent of the sum involved, in payment of dividends.
Accountants called in for consultation
decided, after careful consideration, that
the situation was intimately related to
the company's current position, and that
the reserve should be called a "Reserve
for losses on sales contracts," and be deducted from the inventory item on the
asset side of the balance sheet.
Ordinarily, inventories as they appear
on the balance sheet contain no element
of profit, but when they move up into the
accounts receivable class represent not
only capital invested in goods, but profit
on sales. Accounts receivable then move
up into cash and thus become available
for the satisfaction of current liabilities.
The assumption, therefore, is that inventories shown in the balance sheet, when
finally they become available for the
satisfaction of liabilities, will produce not
only the amount at which they are stated
in the balance sheet, but an additional
amount representing profit.
In a case where the inventories have
to be used in the future to satisfy sales
contracts which it is known will result in
a loss, it seems only proper that any one
considering the current position, particularly from the point of view of creditors,
should be put on notice that the inventories will produce less in the form of
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funds available for the satisfaction of
liabilities than the amount at which they
are valued in the balance sheet. Therefore, it seems that the clearest presentation of the situation would consist in deducting from the inventory item the
reserve for losses on sales contracts.
Although current creditors are adequately protected against dissipation of
the surplus i n the form of dividends, by
the establishment of the reserve, unless
the reserve is related to the inventory item
in the balance sheet, it is not possible to
ascertain readily how much is going
to be produced by the inventories for the
satisfaction of current liabilities. In order
to answer this latter question, it appears
necessary to deduct the reserve from the
inventories.
January examinations.
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